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Addendum 1 - Updates to FY 2011
and 2013 Biennium Revenue Estimates

Econometric Models -

Over the past decade, revenue models used by OBPP and the LFD have consistently
missed the mark during times of rapid accelerating (or decelerating) economic trends.
This is due in large part to frequency of the measurement to which projections are
anchored ~ namely prior fiscal year-end collections. As is shown in the following table,
HJR 2 which sets out the official revenue estimate used by the Legislature and made in
each respective November directly preceding a legislative session have missed actual
revenue collections for the upcoming biennium by an average of 11%.

HIR 2 Biennial Recommendation as of November Prior to Legislative Session
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The most likely explanation for the revenue understatement is that there has been too
much reliance on old data and an over-reliance on information that only indirectly, not
directly, estimates state revenues, for example, proxies such as predictions of economic
growth, oil prices, and the like.

While the economic outlook continues to brighten and while the econometric inputs are
improving, their updates do not come timely enough. As an example, the Montana GSP
estimate for the first quarter of CY 2010 and U.S. GDP estimate for the third quarter of
CY 2010 were recently revised and moved up relative to the projections available in
October. This means the base data for our complete revenue forecasts in November
were understated.

There is, however, a key data point that is not lagging, and that is not a proxy for
revenue collections and that is the actual amount of collections to date. Through
November, 2010 total general fund revenue was $459.245 million. This is $50.541
million (12.37%) more than collections posted in SABHRS through November of




FY 2010. This means that collections through November 2010 are currently running
$5.554 million above the anticipated FY 2011 HJR 2 gain over FY 2010 collections
($44.987 million) for all of FY 2011. While there may be accounting and collections
anomalies, the pattern and level of such timing adjustments (late posting of motor
vehicle revenue in FY 2010, late reversal of video gaming accruals in FY 2011, etc))
effectively cancel each other out. Please see the following chart which shows year-to-
date general fund revenue through November, 2010.

General Fund Revenue Manitoring Report
Fiscal Year 2011 - Revenue Through Novamber
(3 milfons)

Ravenue Actual  Priected $ % FY 201C  FY 2011 $ I
Source ) FY 2016  FY 2011 Charnge Change Y10 (11] Change Chanje
MAJDR TAXES :

Fidividual Incurr e Tax $71783¢  §73B T 520927  292%  $247759 H270.896 §29.139 11.36%

Proderty Tax §222513 5220034 §B.574 2.95% $11784  §0.662 {52122% (18.01%;

Yehicle Taxes andFees $038%3 H0T02 33167 305% 56 74: $36.414  F20660 420 84%

Cororation Licence Tox 697001 §102320 15,410 17.84% §25512  §30.428 34012 I0.5%

lnsurance Premriurms Tax 64892 384837 (B0.305) (0 56%;) 12 ¢83 12287 (50.026)%  (0.21%;

Video Gambling Tay $62 395 555340 §2.944 £.62% $30371 12414 (B17.9577 (59.13%:}
Total Major Taxes, $4,30.302 $1082 117 48775 29%  $234455 $ATANRE  SEAMM4 13040
MATIIRAI RFSOURCE TAXFS

Qil and Gas Praduction ~ases 549 §10142 $5830  6.21% 50000  S0.00C 30.000

U.S. Wineral Ruydlies $30283 F2g.074 (0.5 147 (203%} 55920  §7.32C 30,800 867

Coal Severance Tex w3z 514848 54528 4385% $3138  S3.54C 30403 12.63%

I1etalliferous I nes Tax . #5541 &6. 431 ($0.060; (0925} 30 000 50.001 30001 8L0.00%

Elsctrizal Erargy ~ax G713 G4 452 i50.251% (5 55%} 30056  51.27C 50.323 23.76%W

Whalesalz Ene-gy Transactions Tax 53553 $3.657 $0.104 284% 50822  51.02¢ 30206 25.02%
fotal Matura Kasource | akes $IHEUTY - $IBULSSS $u.622 5.38% $11838  $13.36¢ 1433  12.9%%
INEERES | EARUINGS

Coal Trust Irterast Eerninns 25914 328.812 ($0.402% {149%) $6757  56.548 {30.209%  (3.10%:

“reasury cash ycogunt Interest 52 592 1,636 ($1.026} 138 12%; $1165  §0.0BE (30,178} "{15.25%;
Total interest Earnings §29.605  $28.178 {51,428y (d.83%) $7.922 57.50%  {$0.087) (4.88%)
LIQUOR TAXES

Liquor Excise and License Taxes 5823 516.124 50.478 3.06% $2532  §5.5RE 3034 119.63%

Liquor Profits 59007 $8.511 3051 5.58% 50000  50.00C $0.000

Beer Tax 2209 3142 §0.110  %6%% 81145 $1.117 (30,0287  (2.45%:

Wine Tax 51833 $& 038 50165  8.55% 50674  80.654 (30010} (1.42%5}
Total Liquor Taxes $29.591 $30.855 $1.264  421% $4.351  ST.347 §2996  68.36%
TOBACCC TAXES

Cigare'te Tas §32213 $31.029 ($1.189% {369%: 313580 §12.524 (30957 (7.04%;

“obaceo Products Tas 55334 $5.630 $0.345 6. 48% 51914  §1.950 30.038 1.67%

Tohacco Scitlemet 53 463 $2.558 0.006  278% $0000  §0.00C 50.000
Total Tobacco Taxes $41.021 $40.274 ($0.747)  (1.82%) $15494 $14.577 (50921}  (5.9%}
SALES TAXES

“elecammuricetions Excise Tax 1235823 $21.772 (51.751% (7 45%; $3021  55.801 52480 €2.°0%

hstitutional Reimburserreris 322003 $17.838 {54445} 20 21%; $4653  §0.00C (34.653% (100.00%;

Accommodations Tax $12331 $12832 $0.54 423% $5122  55.84¢ 30727 4.9%

Heallh Cere Facility Wilicat uri Fers $5300 $2.039 (50.2815 (4 93%) $1324  §1.29¢ (30.027)  (2.08%;

Rental Czr Sales Tax %2807 %2938 $0.192  5.82% 51193  §1.20C R0.107 8.450%
Total SalesTaxes §65.862  $60.217 ($5.745) (8.71%) $15312  $13.34€  ($1.366) (3.92%)
OTHER TAXES AND REVENUES

Lottary Profits 3106 12327 51.506  15.05% $0000  S0.00C 30,000

Highway P atrol Fines 4545 %4635 §0.020 0.42% 51421 §1.15% (30.266% (18,7455}

Ivestment Licenses anc Permits 56225 $6.008 ($0.217% (348%; $09056  51.022 116 12.80%

Contractors’ Gross Receints Tax $6 863 55,477 {80,492} (7 07%; $3740 54325 30585 1863

Drivers License Fee 54155 $3.551 (505957 114 32%} 51461 51777 LG Z1.62%

Rail Car Tax 32573 5203 (BTG4 i2120%} 51420  51.047 30217 15.20%

Qther Reven.e 135454 528838 ($5.565; 18 52%; 10375 B14.47¢ 34104 Z9.56%
Total Other Revenue Sotres $70.661 $63.958 ($6.703) (9.4%%) $19333  $24.40¢ §5072 26.23%
Total General Fund §1,627.145 $1,672.132 $44.987 2.75%  $408704 $458.245  $50.541 12.37%




Updates to Estimates

With five months of FY 2011 general fund revenue actually known, the forecast results
using the current models strongly indicate that they are not high enough, and unless
there is a substantial economic softening, the use of the current models will, once again,
significantly understate revenues, and continue a decade-long pattern of missing actual
collections, but never by overstating them. It is analogous to having a compass that
always points to magnetic north and has never been recalibrated to point to true north.
OBPP is now shifting to a more realistic and defendable estimating methodology that will
reduce the likelihood of underestimating revenue.

OBPP’s current FY 2011 total general fund revenue estimate is $1,694 million. Today
OPBB is updating its FY 2011 estimate to $1,732 million, and has applied this base
number to its revenue growth rates for 2012 and 2013 to arrive at a new total of $118.7
million increase over the next three years.

Methodology Change

The following table details the past eleven years history of the percentage of cumulative
revenue received through November of each respective year. A higher number reflects
a year in which revenue was proportionately collected earlier in the year whereas a
lower number reflects a year in which revenue was collected proportionately later.
Extrapolating general fund revenue is done by dividing the revenue received year-date
by the 11-year average (26.51%) of cumulative revenue received through November (i.e.
$459.245 million/26.51%).

Cumulative Revenue Received through November
Fiscal Year % _Received
FY 2000 25.06%
FY 2001 24.74%
FY 2002 28.21%
FY 2003 27.33%
FY 2004 26.17%
FY 2005 26.35%
FY 2006 26.39%
FY 2007 25.69%
FY 2008 26.91%
FY 2009 29.69%
FY 2010 25.12%
11-Year Average 26.51%

As seen in the following table, the result of applying this methodology to general fund
revenue estimates for FY 2011 increases OBPP’s November estimate by $37.93 million
to $1,732.04 million. This figure assumes a 6.43% increase in revenue between FY
2010 and FY 2011. For FY 2012 and FY 2013, original growth rates as estimated on
November 15 were used. The net effect of applying this methodology to OBPP’s
general fund revenue estimates adds $118.70 million to OBPP’s three year general fund
revenue estimate. This increase reflects a 2.24% increase over the November 15
estimate.




OBPP General Fund Revenue Estimates Change - As of December 15, 2010
General Fund Revenue Estimated Growth Rates
FY 2011 FY 2012  FY 2013 Three Year Total FY 2011 FY 2012 FY 2013
OBPP Nov. 15 1,694.11 1,757.10  1,846.14 5,297.35 4.09% 372%  5.07%
OBPP Dec. 15 1,732.04 1,796.47  1,887.55 5,416.05 © 6.43% 372%  5.01%
Change 37.93 39.37 41.41 118.70 2.34% 0.00% 0.00%

Reasonability of New Methodology

Many data points suggest that these proposed changes are reasonable. First, analysis
‘was undertaken to determine a reasonable amount of growth in revenue in fiscal years
which follow a recession. The following table shows that in FY 1995, for every dollar lost
- to revenue decline in FY 1994, approximately $0.76 was recouped. Likewise, in FY
2003, for every dollar lost to revenue decline in FY 2002, approximately $0.61 was
recouped. Using OBPP’s revised growth rate of 6.43% for FY 2011, it is estimated that
only $0.37 will be recouped in FY 2011 for every dollar lost in the back-to-back recession
years of FY 2009 and FY 2010 — far less than the amount recovered in previous
recessions. '

General Fund "Bounce Back" After Recession
GF Revenue % Change from GF Revenue
Fiscal Year In Millions Previous Year Loss/Reclaim Factor
1994 892 -6.42%
1995 935 4.88% : 0.76
2002 1,214 -4.35%
2003 1,246 2.65% 0.61
2009 1,808 -7.50%
2010 1,627 -10.00%
2011 1,732 6.43% 0.37

Additionally, the following chart compares OBPP’s revised growth rate for FY 2011 with
the official growth rate adopted by the Revenue and Transportation Interim Committee
on November 19, 2010 and the actual year-to-date collections growth rate (12.37%).
When compared, OBPP’s growth rate errs on the conservative side as it is significantly
less than the actual year-to-date rate and implicitly assumes that collections will not
continue at the rate currently realized through the end of November, 2010.




FY 11 Estimated General Fund
Revenue Growth Rates
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Furthermore, it is important to consider state general fund revenues in the context of
other global variables which inevitably have impact on general fund revenue. State
general fund revenue tracks the broadest measure of state economic activity - gross
state product (GSP) - well. The following chart presents the relationship between
calendar year GSP and the subsequent fiscal year’s general fund revenue collections.

General Fund Revenue
as a Percent of Gross State Product
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These data show the FY 1997 — FY 2010 actual general fund collections and OBPP
projection of general fund revenue for FY 2011 and the 2013 biennium relative to the
Bureau of Economic Affairs estimates of GSP (CY 1996 - CY 2009) and the Global
Insight projection of GSP for CY 2010 through CY 2012. The results show that estimated
revenue share in the forecast period experiences minimal gain with respect to total state
economic activity in CY 2010, CY 2011 and CY 2012. The share for this forecast period
averages approximately 4.65% of GSP while the FY 1997 — FY 2010 average share is
5.40% of GSP. This implies a conservative range of proposed revenue estimates relative
to recent and projected recovery in economic activity in the state of Montana.

This new methodology when employed to last year produces estimates that may be very
telling going forward. July-Nov. 2009 actual collections were $400.703 million; the ten
year total collection rate was 26.65% resulting in a total FY 2010 predicted revenue
estimate of $1,533 million. Applying the methodology for July through December 2009
(FY 2010); actual collections data amounted to $600.813 million; 10 year cumulative
average collected 36.97%. The predicted 2010 total revenue was $1.625 million. FY
2010 resulted in an actual total revenue collection of $1,627 million.

There are at least three points that can be made:

1) The model can cause significant revenue adjustments by just one month’s data.
This can be viewed as a new volatile component or an appropriate way to
capture inflection points. The change in revenue estimates from the November
to December projections rose by 6%.

2) The December prediction turned out to be amazingly accurate. This model may
have caught the inflection point of the economy recovering out of recession.

3) December numbers, not yet known, may suggest that $1,732 is still significantly
under-estimated.

Finally, OBPP will be assessing its revenue outlook during the 2011 legislative session,
especially in an economic environment that may well suggest even higher revenue
estimates.




